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Col orado Interstate Gas Conmpany and
ANR Pi pel i ne Conpany,

Petitioners

Federal Energy Regul atory Conm ssi on

Respondent

ud Uilities, Inc., et al.,

I ntervenors
Consol i dated with
No. 97-1215

On Petitions for Review of Orders of the

Federal Energy Regul at ory Conm ssi on

Richard W MIler argued the cause for petitioners. Wth
himon the briefs was Daniel F. Collins.

Edward S. Gel dermann, Attorney, Federal Energy Regul a-
tory Comm ssion, argued the cause for respondent. Wth
himon the brief was Jay L. Wtkin, Solicitor, and Susan J.
Court, Special Counsel

Before: Wald, WIlianms and Tatel, Circuit Judges.

pinion for the Court filed by Crcuit Judge WIIlians.

WIlliams, G rcuit Judge: Under the regul atory regine
now applicable to interstate pipelines, not only pipelines but
other actors in the gas industry (such as independent market -

ers) may hold entitlenments to pipeline capacity. Non-pipeline
actors are free to acquire additional capacity entitlenments
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wi t hout advance approval by the Federal Energy Regul atory
Conmi ssion. But in the decisions under review here, the
Conmi ssion ruled that an interstate pipeline seeking to ac-
quire capacity rights on another pipeline ("offsystem capaci -
ty") could do so only with the advance approval of the

Conmi ssion. Because the Conmission failed to offer a rea-
soned explanation for this difference in treatnment, we remand
the case for further proceedings.

H storically, natural gas pipelines bought natural gas at the
wel | head and carried it to various nmarkets for resale. As
part of its effort to shift to "light-handed regul ati on" of the
gas industry under the Natural Gas Act, the Conmi ssion in
its Order No. 636 required interstate pipelines to "unbundle"
their sales role fromtheir transportation role. The Conm s-
sion's purpose was to ensure that pipelines' natural nonopoly
over the transportation grid did not give theman unfair
advant age over non-pipeline sellers of gas. See generally
United Distribution Conpanies v. FERC, 88 F.3d 1105,
1125-27 (D.C. Gr. 1996) (describing Order No. 636). To
facilitate the unbundling process, Order No. 636 required
pi pelines to assign the capacity rights they held on upstream
pi pelines (i.e., on pipelines closer to the point of production) to
their existing firmtransportati on custoners, except for a

limted amount of capacity needed for operational purposes
such as keeping line pack in balance.1 See Order No. 636-A,
FERC Stats. & Regs. p 30,950, at 30,566-67 (Aug. 3, 1992).
FERC reasoned that if pipelines were allowed to retain
upstream capacity on other pipelines, they could inhibit the
devel opnent of a conpetitive sales market by favoring their
sal es function or otherwise making it nmore difficult for down-
stream custonmers to buy from producers at conpetitive

prices. See UDC, 88 F.3d at 1136.

Texas Eastern Transm ssi on Conpany asked FERC for a
declaration that Order No. 636 did not establish a per se rule
prohi biting interstate pipelines from holding capacity on ot her
pi pelines. On January 31, 1996 the Comni ssion issued an
order agreeing with Texas Eastern. Texas Eastern Trans-

m ssion Corp., 74 FERC p 61,074, at 61,220 (1996) ("January
Order"”). It observed that Order No. 636's rationale for
requiring pipelines to assign upstream capacity had | ost nuch
of its force, since nost pipelines had already inplenmented the
unbundling requirenent. 1Id. "The transition to unbundled
sales is now conplete,” the Conmm ssion found, "and pipelines
and their shippers have becone nore accustoned to doi ng

busi ness in the unbundl ed environment." 1d. Further

FERC recogni zed that "pipelines and their shippers face a
dynam c and rapidly changing market," in which "acquisition
of new upstream or downstream capacity may offer a necha-
nismfor interstate pipelines to provide shippers with access
to new supply and nmarket areas." 1d. A per se ban on
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acqui sition of offsystem capacity would force pipelines inter-
ested in serving new markets to physically expand their own
capacity, a decision that "could result in duplicative and
unnecessary facilities contrary to the Conm ssion's goal of
nmeeti ng new demand with both the | east cost and | east
environnental inpact.” 1d. A low ng pipelines to acquire

of fsystem capacity could al so produce benefits for the acquir-

1 Line pack is defined as the quantity of natural gas that is
necessary to fill the pipeline itself, so as to nmaintain the necessary
operating pressures. Kern River Gas Transm ssion Conpany, 50
FERC p 61,069, at 61,156 (1990).
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i ng pipeline' s shippers, the Conm ssion concluded, allow ng
themto deal with a single pipeline and thus "avoid the

adm ni strative burdens of contracting, billing, scheduling,
nom nati ng, bal ancing, and dealing with penalties on multiple
pi pelines.” 1d.

Nonet hel ess, the Conm ssion said that any pipeline intend-
ing to acquire upstream or downstream capacity nust secure
advance Commi ssion approval of the proposed service. 1d. at
61,221. The Commission justified this requirenment by refer-
ence to a variety of concerns. There appeared to be four
basic ones. First, the acquiring pipeline mght control cus-
tomer choices or tie use of the acquired capacity to other
pi peline or pipeline affiliate services. Second, depending on
the treatnment of the costs, rate changes mght result that had
adverse inpacts on custoners of the acquiring pipelines, on
firns conpeting with the acquiring pipeline's marketing affili -
ate, or on custoner choices anong supply basins. Third,
there m ght be preferential treatnment of the acquiring pipe-
line over the custonmers of the selling pipeline (presumably by
the selling pipeline, but the Conm ssion does not identify the
actor). Fourth, sonme adverse effects mght flow fromthe
way the capacity woul d be nanaged or otherw se integrated
into the existing open access operations of the acquiring
pi peline. Here the Comm ssion expressed particul ar concern
about access to receipt and delivery points on the acquired
capacity. Id. at 61, 220-21

Two interstate pipelines, Colorado Interstate Gas Conpany
and ANR Pi pel i ne Conpany, petitioned for rehearing. They
contended that the Comm ssion's case-by-case authorization
requi renent discrimnated agai nst pipelines, since the Com
m ssion permts non-pipeline shippers to acquire capacity and
ship gas on any pipeline without prior approval. They point-
ed to existing regul atory safeguards by which the Comm s-
sion can guard agai nst the concerns that purportedly justify
the prior authorization requirenment, arguing that these safe-
guards already place greater controls on pipelines than on
non- pi pel i ne shippers. The delay and uncertainty engen-
dered by the pre-approval requirenent, they said, would
inflict a conpetitive disadvantage on the pipelines, hobbling
their efforts to make pronpt commitnents to firm deals.

In the second order under review the Conmm ssion denied
the rehearing petition, repeating many of the argunents on
which it relied inits initial order. Texas Eastern Transm s-
sion Corp., 78 FERC p 61,277, at 62,161-62 (1997) ("Rehear-
ing Order"). In addition, it reasoned that because a pipeline's
acqui sition of offsystemcapacity was an alternative to con-
struction of duplicate facilities, Comr ssion review was ap-
propriate for the reasons justifying advance revi ew of such
construction. 1d. at 62,161. CIG and ANR petitioned for
reviewin this court.

The Conmi ssion does not seriously contest that the del ay
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associ ated with case-by-case authorization practically elim-
nates any opportunity for pipelines to conpete in the increas-
ingly inportant market for short-termtransportation ser-
vices. Even for long-termtransactions, the requirenent

hi nders pipelines' efforts to make pronpt and reliable com
mtments. And it generally hanpers their ability to partici-
pate in the Conmm ssion's "capacity rel ease" program under

whi ch shi ppers who hold firmtransportation capacity can
release it to others when it is unneeded. See 18 CFR

s 284.243.

The Conmission's justification of the prior authorization
requi renent presents two difficulties. First, in pointing to
t he vari ous possi bl e hazards of pipeline acquisitions of offsys-
tem capacity, the Comm ssion never explains why these con-
cerns are nore severe when the acquisitions are nade by a
pi pel i ne than by a non-pipeline--so nuch nore severe that
advance application and approval are needed only for the
forner. For exanple, the Comm ssion said that a pipeline
acquiring offsystem capacity m ght mani pul ate custoner
choi ces, perhaps by conditioning access to the acquired capac-
ity on the customer's use of the pipeline' s services or those of
its affiliates. The scale of this risk would seemto turn on the
extent to which, for any origin-and-destination pair, the ac-
quired Iink afforded its hol der market power. The risk may
be substantial, but the Conm ssion has not expl ai ned--and
nothing in the record indicates--why it is nore severe when
pi pel i nes rather than gas marketers get hold of the capacity.

Particularly in light of the Conm ssion's own finding that the
"transition to unbundl ed sales is now conplete,” January
Order, 74 FERC at 61,220, it nust give a fuller explanation of
why these unbundl ed pipelines nonethel ess conti nue to pose
greater hazards to conpetition than do other hol ders of
transportati on capacity.

Second, the Commission fails to address the petitioners
argunent that regul atory nechani sns al ready exist to control
any hazards that mght arise when a pipeline is the acquiring
entity. This failure to address existing controls on pipeline
behavi or applies to all of the risks identified by the Conm s-
sion. Its concern about the rate inpact of capacity acquisi-
tion is especially puzzling, since a pipeline can only charge
rates stated in a Comm ssion-approved tariff. So far as rates
for the service itself are concerned, we infer that the pipeline
woul d have to charge according to sone previously approved
formula (including whatever flexibility is avail able under
Conmi ssion rules, such as its authorization of discount rates,
see 18 CFR s 284.7(c)(5)(ii)(A)). As for possible rate effects
on customers not using the acquired capacity, any attenpt to
shift the costs of the acquired capacity apparently has to run
the gauntlet of a rate change filing under s 4 of the Act,
whi ch woul d enabl e the Conmmi ssion to protect any otherw se
adversely affected custoners. The Conm ssion seened to
recogni ze this fact in its Rehearing Order, only to brush it
asi de wi thout discussion:

Concei vably, these types of [anticonpetitive] issues, to
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the extent they inplicate subsidization or inproper allo-
cation of costs, could be addressed when the pipeline

filed a rate case to recover the costs of offsystem capaci-
ty. Still, we believe the public interest is best served if
proposal s by pipelines to acquire capacity, |ike proposals
to construct it, are revi ewed beforehand.

Rehearing Order, 78 FERC at 62, 162

At oral argunment Conmi ssion counsel seened to suggest
that it mght be difficult for the Conm ssion to say no in a
s 4 proceedi ng once the pipeline had incurred the costs of
acquisition. Wy the Conm ssion would be so tender-
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hearted to the pipeline is unclear. |In any event, rather than
singling out pipelines for the conmpetitive di sadvant age of

precl earance, the Comnm ssion could establish a general rule

t hat pipelines nmust bear the risk of loss fromcapacity acquisi-
tions. Cf. Associated Gas Distributors v. FERC, 824 F.2d

981, 1033-38 (uphol ding "optional expedited certification" pro-
cess establishing rebuttable presunption of Section 7 approv-

al for pipelines willing to assume full economc risk of new
vent ures).

Even apart fromrate matters, existing regulations appear
to guard nore thoroughly against the risks of anticonpetitive
behavi or by pi peline holders of offsystem capacity than
agai nst simlar risks posed by non-pipeline holders of capaci-
ty. Interstate pipelines are governed by the ternms of their
bl anket certificates of public conveni ence and necessity,
granted under s 7 of the Natural Gas Act. See 18 CFR
s 284.221. These require the pipeline to make its transporta-
tion service avail able on a nondiscrimnatory basis under open
access tariffs determ ned by the Conm ssion. 18 CFR
s 284.8. By contrast, non-pipeline shippers are not limted
by the non-discrimnation and open access requirenents of
t he bl anket certificate regul ations.

Thus, if the Commi ssion is concerned that a pipeline selling
capacity m ght favor an acquiring pipeline over its other
customers, it can address the issue by enforcing the selling
pi peline's obligation to conply with the blanket certificate
regul ations and its open access tariff. Likewise, if it is
concer ned about whether the acquired capacity will be nman-
aged or integrated into existing open access operations in a
manner harnful to shippers, it can enforce the open access
tariff of the acquiring pipeline.

Per haps the Conm ssion reasonably fears that, even taking
t hese safeguards into account, pipeline acquisitions of offsys-
tem capacity pose such grave threats that without preclear-
ance it will be unable to performits protective mssion. If so
t he Conmi ssion nmust explain the basis of that fear. Alterna-
tively, given the pipelines' wish to participate flexibly and
responsively in the market, especially in the energi ng spot
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mar kets, the Conmi ssion may explain itself on remand by
i dentifying ways the pipelines can satisfy the pre-approval
requi renent and still achieve that goal

We can find no nmerit in the Comm ssion's theory that,
because pipeline arrangenments for acquiring existing capacity
on other systens are substitutes for new construction, such
acquisitions simlarly require advance review. Mere trans-
fers of existing capacity rights do not raise the issues that
justify FERC review of construction certificate applications--
avoi di ng duplication of facilities, environnental disturbance,
and waste of resources.

W reject, however, CIGand ANR s claimthat 18 CFR
s 284.223(a) independently confers on pipelines a right to
acquire of fsystem capacity wi thout prior Comr ssion approv-
al. That regulation provides that "any interstate pipeline
i ssued [a blanket certificate] ... is authorized, wthout prior
notice to or approval by the Conm ssion, to transport natura
gas for any duration for any shipper for any end-use by that
shi pper or any other person.” CIGand ANRread this
| anguage in conjunction with the January Order's observation
that once a downstream pi peline has acquired capacity on an
upstreampipeline it "will be the shipper on the upstream
pi peline." January Order, 74 FERC at 61,220. Fromthis, as
we understand it, they infer that the downstreampipeline is a
"shi pper" for purposes of s 284.223(a), so that when a pipe-
i ne noves gas on capacity acquired from an upstream pi pe-

line, the latter is in effect exercising its authority under the

regul ation "to transport natural gas ... for any shipper,"”
here the downstream pi pel i ne.

The Conmission's answer, in effect, is that there are
shi ppers and shippers. In s 284.223(a) the term "shipper,"”
read agai nst the backdrop of FERC s Order 636-A, refers
only to an entity that holds title to gas while it is being
transported. And the January Order, in the sanme passage
cited by C G and ANR, specifically noted that downstream
pi pel i nes hol di ng capacity on upstream pi pelines would occu-
py a "limted exception"” to this dom nant understandi ng of
the term "shi pper,"” since they would "not hold title when the
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gas is being shipped.” January Order, 74 FERC at 61, 221
(enphasi s added) .

We of course "afford substantial deference to the Conm s-
sion's interpretations of its own regul ations, deferring to the
agency unless its interpretation is plainly erroneous or incon-
sistent with the regulations.” Northern Border Pipeline Co.

v. FERC, 129 F.3d 1315, 1318 (D.C. Cr. 1997) (citation and
internal quotation marks omtted). Here the reasonabl eness

of the Conmission's interpretation of s 284.223(a) seens no
different fromthat of its overall differential treatnent of

pi pel i nes and non-pipelines with respect to pre-approval. Put
anot her way, on FERC s view a downstream pi peline only

beconmes a "shipper" (in alimted, non-titlehol ding sense) once
it has satisfied the Conm ssion through the prior authoriza-
tion process that acquisition of upstream capacity is perm ssi-
ble. Assuming that the Conm ssion on remand can provide
adequate reasons for its decision to inpose this process on

pi pel i nes al one, those reasons should also suffice to deny

pi pel i nes, al one anong "shippers,” the benefits of

s 284.223(a).

In summary, although FERC enjoys broad discretion in
est abl i shing procedures to cope with issues presented by
deregul ati on, see Mbil O Exploration & Produci ng Sout h-
east, Inc. v. United Distribution Conpanies, 498 U S. 211
230 (1991), it nmust state reasoned justifications for the proce-
dures it establishes. Because it has not adequately expl ai ned
its decision to treat pipelines and non-pipelines differently in
a context where they appear simlarly situated, we remand
the case to the Commission for a fuller explanation

So ordered.
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